UNI TED STATES BANKRUPTCY COURT
For the Southern District of |owa

In the Matter of
ARTHUR M KAG N, Case No. 88-796-C H

Chapter 7
Debt or .

STEVEN B. STERN,
Adv. No. 88-0190
Pl aintiff,
V.
ARTHUR M KAG N,

Def endant .

RCPM | NVESTMENT ASSOCI ATES

LI M TED PARTNERSHI P, an I|I1i noi s :

Limted Partnership, . Adv. No. 88-0191
Plaintiff, :

V.

ARTHUR M KAG N,

Def endant .

ORDER- - FI NDI NGS AND CONCL USI ONS
DI SCHARGEABI LI TY OF DEBT

On March 5, 1990, a trial was comenced in these
adversary proceedi ngs which were consolidated for trial. The
following attorneys appeared on behalf of their respective
clients: M chael P. Mallaney, Smth, Schneider, Stiles,
Munford, Schrage, Zurek, Wnmer & Hudson, P.C., for the

Plaintiffs, Steven B. Stern ("Stern"), and RCPM Investnent



Associates Limted Partnership ("RCPM'); and Richard F.
St ageman and Elizabeth E. Goodman, Davis, Hockenberg, W ne,
Brown, Koehn & Shors, P.C., for the Defendant, Arthur M Kagin
(" Kagi n"). At the conclusion of said trial, the Court took
the matter under advisenent upon a briefing deadline.
Proposed findings and conclusions were tinely filed and the
Court considers the matter fully submtted.

The Court, wupon review of the pleadings, argunents of
counsel, evidence adnmtted, and briefs submtted now enters

its findings and concl usions pursuant to Fed. R Bankr.P. 7052.

FI NDI NGS

1. The Debtor filed a voluntary petition under Chapter
7 of the Bankruptcy Code on April 13, 1988.

2. These adversary proceedi ngs i nvol ve  agreenents
relating to the purchase of rare coins and silver bullion by
Stern as buyer and Kagin as seller.

3. Stern's conplaint is based upon two agreenents for
the sale of rare coins and prays that the debt be declared
nondi schar geabl e pursuant to 11 U. S.C. 8523(a)(2)(A).

4. RCPM s conmplaint is in four counts. Count | is

based on the rare coin transactions and prays that the debt be

decl ar ed non- di schar geabl e pur suant to 11 u.S. C
8§523(a)(2) (A). Count Il is based on the silver sales and is
based on 11 U.S.C. 8523(a)(2)(A). Counts Ill and IV are based



on the silver sales and are based on 11 U S.C. 8523(a)(6) and
11 U.S.C. 8523(a)(4) respectively.
5. These adversary proceedings were consolidated for

trial by previous order herein.

6. Prior to the filing of the petition, Kagin owned and
operated a corporation known as Kagin's, Inc., which dealt
nationally in the sale and purchase of coins. He is a

recogni zed expert in the grading and eval uation of coins and a
| eader in the field of num smatics in the United States.

7. Stern is a practicing lawer in Chicago, Illinois,
where he specializes in tax and pension | aw.

8. Stern organized RCPM in 1980 to invest pension plan
assets in rare coins and precious netals.

9. Stern recognized that such an investnment was very
ri sky and selected Kagin as a reputable dealer to assist him
in making this investnent.

Coin Transactions

10. Kagin and Stern reached an agreenent on March 1,
1981. Kagin's, Inc. was to offer investnent-grade rare coins
to RCPM at dealer's cost. RCPM woul d hold the coins and each
year Kagin was to value the coins and furnish RCPM with a
price for each coin that would represent its "replacenent
val ue" and another price for each coin that would represent
t he amount Kagin's, Inc. would pay for the repurchase of each

coin, the "liquidation" val ue.



During February of each year, RCPM had three options: (1)

continue the agreement for another year; (2) sell the coins to

Kagin's, Inc. for at least the Iliquidation value; or (3)
require Kagin's, Inc. to refund RCPM s noney in exchange for
t he coins.

RCPM al so had the right to inspect all coins submtted by
Kagin and reject any coin within 21 days.

11. On May 1, 1984, RCPM and Kagin's, Inc. entered into
anot her coin purchase agreenent. In this agreenment Kagin
became a contracting party, and Kagin's, Inc. and Kagin were
col l ectively designated the deal er

Kagin, in the May 1, 1984 agreenent, agreed to repurchase
the coins at RCPM s option under the following fornmula: (1)
the actual price plus 10 percent; (2) actual price plus 50
percent of any profit on the dealer's sale; or (3) the Coin
Dealer's Newsletter ("Gray Sheet") bid price as of the Mnday
nor ni ng precedi ng August 31, 1985. If the coins were sold
prior to August 31, 1985, RCPM and Kagin were to share the
profit equally.

12. Several agreenents were entered into over the years
but commencing with the agreement of January 10, 1985, the
third repurchase option based on the bid price in the Coin
Deal er's Newsletter was omtted. All of the agreenents were
drafted by Stern.

13. On April 4, 1985 and June 6, 1985, St ern,



personally, entered into simlar agreenents with Kagin. Kagin
warranted the grade of the coins and agreed to repurchase them
at cost. In addition, Stern had a right to reject any coin
within 10 days.

14. Kagin's procedure was to invoice a list of coins to
RCPM and state his grade and value of each coin. Kagi n
shi pped these coins directly to one Harry Boosel ("Boosel").

15. Boosel was not a dealer but a long-time collector of
rare coins and active num smatist for over 50 years. He was
qualified to grade and value the rare coins. Boosel was paid
by RCPM to inspect the coins and make recomendations to
Stern.

16. Upon receipt of the coins from Kagin, Boosel would
i nspect the coins. He would then deliver the coins to Stern
and advise Stern as to which coins should be retained and
whi ch should be returned to Kagin. Stern would then make his
choice, and the rejected coins were returned to Kagin. Only
the retained coins becanme the subject matter of the witten
sal es contracts.

17. Kagin personally selected the coins to be submtted
to RCPM and Stern. e graded each coin and priced them at
deal er's cost based on the current Gray Sheet "bid" price for
i ke coins.

18. Coins are graded under a point system arrangi ng from

1 to 70. This grading system dates fromthe 1970s. Coins are



val ued upon the basis of the assigned grade. |Investnent grade
coins are ordinarily in the MS 60 to 67 range. Grade 63
gqualifies a coin as a rare coin. Generally, the higher the
grade, the higher the value. A slight variance in the grading
can be significant as the value nmay increase geonetrically as
t he grade increases.

19. Gading is not an exact science and professional
num smati sts can di sagree upon the grade of a coin.

20. The grading standards tightened in 1986 and both
Boosel and Kagin advised Stern of this change. Thi s
ti ghtening of standards had an adverse effect upon the val ue
of coi ns.

21. Stern becane concerned about this tightening of
standards, and in Decenber 1986, Stern asked Kagin to inflate
the "liquidation" value of the coins. Kagin did so and in
return was given the right, in the event of a repurchase of
the coins, to repurchase them as Kagin saw fit dependi ng upon
mar ket conditions. 22. The coins sold by Kagin to RCPM
and Stern were all graded by Kagin at MS 65 except siXx coins
that were graded at MS 63 and one at MS 67.

23. Kagin took back all rejected coins after Boosel and
Stern had exam ned them Kagi n al so repurchased coins from
RCPM that had been sold to RCPM under the 1981 and 1982
contracts.

24. In Decenber 1988, Stern hired other experts to



establish a grade for each coin held by RCPM and Stern. These
experts established a grade in 1988 for the tine they were
originally sold by Kagin to RCPM and Stern. The two experts
hired by Stern disagree with each other as to the value of
specific coins.

25. Kagin was not asked and he did not regrade the coins
after the change in gradi ng standards.

26. RCPM and Stern still have nost of the coins in their
possession. Coins were resold to Kagin at a profit, and other
coins were sold through Boosel at a profit.

27. In 1987, Stern requested Kagin to repurchase all of
the remaining coins. Kagin did not repurchase these coins.

SI LVER BULLI ON TRANSACTI ONS

28. In 1981, Kagin, wupon Stern's request, agreed to
enter into a transaction whereby silver bullion was sold to
RCPM Kagi n advised Stern that he was not a silver deal er or
br oker but would charge a conm ssion to cover Kagin's costs.

29. Between June 1981 and March 1982, RCPM ordered 7,000
ounces of silver in three different orders for a total
purchase price of $60,285.00. Kagi n recei pted each paynent
and advi sed RCPM that the silver was being held on account.

30. Kagin had been doing business with a conpany called
SilverTowne for some tinme and had an established account with
that firm The price at which RCPM purchased the silver was

establi shed when Kagin ordered the silver from SilverTowne



upon RCPM s account. Kagin was obligated to deliver or sel
at RCPM s opti on.

31. The oral agreenent was that RCPM was purchasing
silver at a quoted market price. There was no agreenent that
the funds or silver bullion be segregated.

32. Kagin asked Stern if he wanted the silver shipped to
him and Stern declined as he had no place to store the
silver. Kagin did not have a place to store the silver
ei t her.

33. The agreenent between Stern and Kagin 1is not
evi denced by any witing except the checks for paynent and the
receipts.

34. Three thousand ounces of silver were sold in January
1985, for $18, 000. 00. Pursuant to agreenent of the parties,
Kagi n paid RCPM $18,000.00 in the form of rare coins at cost.

Kagin and Kagin's, Inc. continued to maintain an account for
the 4,000 ounce bal ance at RCPM s opti on.

35. In the spring of 1987, on a weekend, the price of
silver bullion rose to $11.00 an ounce in foreign markets.
Stern tried to reach Kagin by telephone but was unable to do
So. Upon reaching Kagin at a later tine, Stern wanted to
establish a procedure whereby Stern could take advantage of
any rise in the silver nmarket wthout being required to
proceed t hrough Kagin.

36. Kagin advised Stern that arrangenents would be made



with SilverTowne authorizing sale of silver from the account
upon Stern's direct order. This was the first tinme that Stern
becane aware of the SilverTowne account and the first time a
direct sale could be authorized by Stern.

37. Al of the silver bullion was eventually sold but at
prices substantially |ower than $11.00 an ounce. Al'l of the
sal es proceeds for 7,000 ounces of silver bullion were paid to

RCPM

DI SCUSSI ON

. Coin Transactions
11 U.S.C. 8523 lists ten exceptions to discharge
and provides in relevant part:
(a) A discharge under section 727.

does not di scharge an i ndividual debt or
from any debt--

(2) for noney, property, services, or an
ext ensi on, renewal , or re-financing of
credit, to the extent obtained by--

(A) false pretenses, a false repre-
sentation, or actual fraud, other than a
statenment respecting the debtor's or an
i nsider's financial condition.
To prevent discharge because of fraud under 11 U S.C
8523(a)(2)(A), a plaintiff nust prove actual fraud, not fraud

implied in fact. In re Sinpson, 29 B.R 202, 209

(Bankr. N. D. 1 owa 1983). The el enments of actual fraud include:



(1) the debtor made false representations; (2) at the tinme
the representations were nade the debtor knew they were false;
(3) the debtor made the representations with the intent to
deceive the creditor; (4) the <creditor relied upon such
representations; and (5) the creditor sustained the alleged
loss and damages as a proximate result of the false

representation. Matter of Van Horne, 823 F.2d 1285, 1287 (8th

Cir. 1987); Sinmpson, 29 B.R at 2009.
The plaintiff has the burden of proving each of the
el ements of actual fraud by clear and convincing evidence.

Id. Regardi ng the evidence presented, the Eighth Circuit has
stated that it:

nmust be vi ewed consi st ent with t he
congressional intent that exceptions to
di scharge be narrowmy construed agai nst the
creditor and liberally against the debtor,
thus effectuating the fresh start policy of
the Code. These considerations, however,

"are applicable only to honest debtors.”

Van Horne, 823 F.2d at 1287 (citations omtted).

The first two elenments of actual fraud are self-
expl anat ory. Concerning the third elenment, intent to deceive
the creditor, the Eighth Circuit recently stated:

Because direct proof of intent (i.e., the
debtor's state of n nd) i's nearly
i npossible to obtain, the creditor nay
pr esent evi dence of t he surroundi ng
circunmstances from which intent may be

i nferred. When the creditor introduces
circunstantial evidence proving he debtor's

10



intent to deceive, the debtor "cannot
over come [that] i nference with an
unsupported assertion of honest intent."”
The focus is, then, on whether the debtor's
actions "appear so inconsistent with [his]
sel f-serving statenent of intent that the
proof leads the court to disbelieve the
debtor. "

Id. at 1287-88 (citations omtted).
Al though intent to deceive may be inferred from the
circunmstances of the case, such a finding of intent generally

requires a showing that the defendant knew or should have

known of the falsity of his statenent. In re Valley, 21 B.R

674, 679-80 (Bankr. D. Mass. 1982). In assessing the
def endant's know edge and liability for fraud, the court wll
scrutinize the acumen and experience of the defendant. Matter
of Newark, 20 B.R 842, 857 (Bankr. E.D.N.Y. 1982).

The fourth element of actual fraud is the creditor's
reliance on a false representation. The Eighth Circuit does
not require that the creditor's reliance be shown to be

reasonabl e. In re Ophaug, 827 F.2d 340 (8th Cir. 1987). I n

Ophaug the Court stated that the statute was clear on its face
and that 11 U S.C. 8523(a)(2)(A) does not require a creditor
to prove that his reliance on the debtor's fraudul ent
nm srepresentations was reasonable. The creditor need only
prove t hat he relied on t he debtor's f raudul ent
nm srepresentations in extending credit to the debtor.

The fifth and final elenment, proxinmate cause, requires

that the debtor's action was the act, wthout which the

11



plaintiff wuld not have suffered the alleged |oss and
danmages. Van Horne, 823 F.2d at 1288-89.

In the instant cases, Plaintiff nmust prove by clear and
convi nci ng evidence that Kagin's grading of the coins sold to
RCPM and Stern under each separate but related contract with
RCPM or Stern constituted actual fraud. Applying the Van
Horne el enents, the Court finds the Plaintiff has not net this
bur den.

Initially, Plaintiff has not proven by clear and
convi nci ng evidence that Kagin nade a false representation in
grading the coins sold to RCPM and Stern. Grading is not an
exact science and professional nunm smatists can di sagree upon
the grade of a coin. The Court accepts Kagin's testinony that
the coins were of the grade represented to RCPM and Stern at
the time of purchase.

The Court also finds that RCPM and Stern did not rely
upon Kagin's representations as to the grade of the coins.
After Kagin stated his grade and value of each coin, Kagin
shi pped the coins directly to Boosel, who was paid by RCPM and
Stern to inspect the coins and make recomrendations to Stern.

Boosel would then deliver the coins to Stern and advise Stern
as to which coins should be retained and which should be
returned to Kagin. Stern would then make his choice, and the
rejected coins were returned to Kagin. Only the retained

coins became the subject matter of the witten sales

12



contracts. Kagin took back all rejected coins after Boose
and Stern had exam ned them Because of this independent
i nspection procedure, the Court cannot find the requisite
reliance required to prevent discharge wunder 11 U S.C
8523(a)(2)(A).

The Court rejects claimant's assertion that Kagin somehow
fal sely represented the grade of the coins after the initial
i nspection by Boosel and purchase. The grading standards
tightened in 1986 and both Boosel and Kagin advised Stern of
t hi s change. However, Kagin was not asked to regrade, and he
did not regrade, the <coins after the change in grading
st andar ds. The contract "liquidation" value was changed, but
Kagi n did not regrade the coins.

Plaintiff has not proven by clear and convincing evidence
that Kagin's grading of the coins sold to RCPM and Stern
constituted actual fraud rendering a debt to Stern and RCPM
nondi schargeable under 11 U.S.C. 8523(a)(2)(A). The Court
denies Stern's conplaint and Count | of RCPM s conplaint, and

this count nust be di sm ssed.

1. Silver Bullion Transactions

A 11 U.S.C 8523(a)(2)(A

In Count Il of RCPMs conplaint, RCPM asserts that Kagin
fal sely represented that he would purchase silver on behal f of

RCPM but failed to purchase said silver when he received the

13



funds in 1981 and 1982. The Court rejects this assertion and
finds that Kagin purchased the silver as agreed by Kagin and
RCPM The oral agreenent between Kagin and RCPM was that RCPM
was purchasing silver at a quoted market price. There was no
agreenment that funds received from RCPM or silver bullion
woul d be segregated. The agreenent between RCPM and Kagin is
not evidenced by any witing except checks for payment by RCPM
and receipts provided by Kagin. Kagin conplied with the
agreenment by purchasing the silver on account at SilverTowne.

The price at which RCPM purchased the silver was established
when Kagin ordered the silver from SilverTowne upon RCPM s
account. Kagin was obligated to deliver or sell at RCPMs
option. Stern, acting on behalf of RCPM did not becone aware
of the SilverTowne account until he could not take advantage
of the rise in the silver market in the spring of 1987.
However, Kagin did not nake a false representation concerning
the manner in which the silver would be purchased, and the
arrangenent conplied with the agreenent between RCPM and
Kagin. All of the silver bullion was eventually sold and the
proceeds were paid to RCPM The Court denies Count Il of

RCPM s conpl aint, and this count nust be disn ssed.

B. 11 U S.C 8523(a)(6)

It is well settled that 8523(a)(6) includes debts for

willful and malicious conversion. In re Jacobs, 47 B.R 526,

14



527 (Bankr. S.D. Fla. 1985). The burden of proving these
all egations is upon the Plaintiff.

Conversion is generally defined as a wongfully assuned
“dom nion over personal property by one person to the
excl usi on of possession by the owner and in repudiation of the

owner's rights.” 1In re Hicks, 100 B.R 576, 577 (Bankr. MD.

Fla. 1989); In re Pomerer, 10 B.R 935 (Bankr. D. M nn.

1981) .

In ruling on a transfer in breach of a security
agreenment, the Eighth Circuit Court established the definition
of willful and malicious. In re Long, 774 F.2d 875, 881 (8th

Cir. 1985). According to the Eighth Circuit Court, wllful
nmeans headstrong and knowi ng (intentional). Mal i ci ous neans
targeted at the creditor, at least in the sense that the
conduct is certain or alnmost certain to cause financial harm

In re Long, 774 F.2d at 881.

In the instant case, RCPM has not proven that Kagin

converted RCPM funds, I|et alone whether such an act was
willful and nalicious. As discussed, supra, Kagin purchased

silver for RCPM at a quoted nmarket price pursuant to the oral
agreenment. All of the silver bullion was eventually sold, and
all of the sale proceeds were paid to RCPM RCPM has not
proven that Kagin wllfully and maliciously converted RCPM
funds pursuant to 11 U S.C 8523(a)(6). Count 11l of RCPM s

conplaint is denied and nust be dism ssed.

15



C 11 U.S.C 8523(a)(4)

Section 523(a) provides in pertinent part:

A discharge under §727, 1141, 1228(a),
1228(b), or 1328(b) of this title does not
di scharge an individual debtor from any
debt - -

(4) for fraud or defalcation while
acting in a fiduciary capacity,
enbezzl enent, or |arceny.

Enmbezzl ement is defined as "the fraudul ent appropriation
of property by a person to whom such property has been
entrusted, or into whose hands it has lawfully cone." 3
Col l'i er on Bankruptcy, 1523.14[3] at 523-116. The el enents of
enbezzl enent are 1) appropriation of funds by debtor for his

or her benefit, and 2) appropriation with fraudulent intent or

by deceit. In re Taylor, 58 B.R 849, 855; In re G aziano, 35

B.R 589, 593. The fraudulent intent and m sappropriation
el ements of enbezzlenment may be proven by circunstanti al

evi dence. In re Graziano, 35 B.R at 596.

As discussed, supra, Kagin purchased silver at a quoted
mar ket price for RCPM pursuant to the oral agreenment between
Kagin and RCPM All of the silver bullion was eventually sold
and all of the sales proceeds for the 7,000 ounces of silver
bullion were paid to RCPM RCPM has not proven by clear and
convi nci ng evidence that Kagin appropriated funds of RCPM for

Kagin's benefit, let alone that any appropriation was done

16



with a fraudul ent intent or by deceit. The Court denies Count

|V of RCPM s conpl aint.

CONCLUSI ON AND ORDER

VWHEREFORE, based on the foregoing analysis, the Court
concl udes: (1) Stern has not proven by clear and convincing
evi dence Stern's conplaint against Kagin pursuant to 11 U S.C
8523(a)(2)(A); (2) RCPM has not proven by clear and convincing
evi dence Count | of RCPM s conpl ai nt agai nst Kagin pursuant to
11 U. S.C. 8523(a)(2)(A); (3) RCPM has not proven by clear and
convi nci ng evidence Count Il of RCPM s conplaint against Kagin
pursuant to 11 U S.C. 8523(a)(2)(A); (4) RCPM has not proven
Count 111 of RCPMs conplaint against Kagin pursuant to 11
U S.C. 8523(a)(6); and (5) RCPM has not proven by clear and
convi nci ng evidence Count |V of RCPM s conpl ai nt agai nst Kagin
pursuant to 11 U.S.C. 8523(a)(4).

| T IS ACCORDI NGLY ORDERED that the debt of Kagin to Stern
i s di schargeable, and the conplaint must be di sm ssed.

I T IS FURTHER ORDERED that the debt of Kagin to RCPM is

di schargeabl e, and the conpl aint nmust be di sm ssed.
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LET JUDGMVENT ENTER ACCORDI NGLY.
Dated this _ 5th day of Novenber, 1990.

RUSSELL J. HILL
U. S. BANKRUPTCY JUDGE
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